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PRICING OF PETROLEUM PRODUCTS IN NIGERIA
AND THE ISSUE OF PRICE SUBSIDY

Dr. G. E. Ukpong•

I. Introduction
The strategic importance of petroleum products in the economy as a source of energy,
the substantial inflow of oil revenue in the early 70's, the need to remove disparity in
petroleum products' prices across the country as well as a genuine desire to improve
the economic well being of all citizens contributed to government's introduction of a
uniform pricing of all petroleum products, nationwide in 1973. At that time, petrol
price was as low as 11 kobo per litre until 1985 when it gradually rose to 29 kobo per
litre.
When the Structural Adjustment Programme (SAP) was introduced in 1986 and the
Naira was subsequently devalued petroleum products' prices were not increased
immediately, thus making them lower relative to international market price. Government
eventually reviewed the prices of petroleum products upwards, as the depreciation of
the Naira continued over time. Yet a steady but wide disparity has persisted between
products' prices in Nigeria and those in the neigbhouring countries. This situation has
led to massive smuggling of petroleum products from Nigeria to neigbhouring
countries, with neither Nigerians nor the government satisfied with the outcome of
petroleum products' pricing mechanism. At any point, the citizenry considers prevailing
products' prices too high, while the government sees them as containing huge subsidies.
Upward pricing of petroleum products has always been contentious in Nigeria. Policy
makers use it as a way of raising revenue for the government, meet the need to repair
and rehabilitate products refining and distribution infrastructure, and reduce the subsidy
*Dr. Ukpoog is the Director of International Economic Relations Departmenl, unlral Bank ofNigeria, Abuja.
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element in domestic consumption as well as waste in energy use. The other issues
surrounding product pricing are the wasting and non-renewable nature of crude oil, the
need for maximization and efficient allocation of resou;ces for debt servicing (domestic
and foreign) and for economic development.
The prices of petroleum products have been increased many times since 1986 and the
frequency became more rapid since 2001. In spite of this, the demand for petroleum
products bas continued to rise with expanding population and increased ownership of
cars, while the mass transit system like the rail, has continued to deteriorate or become
inadequate as in the case of the bus-system.
In the light of the above, the objective of this paper is to re-examine the policy on
petroleum products pricing, especially against the background 'Of government's decision
in October, 2003 that crude oil for domestic consumption be paid for at the prevailing
international price, in order to suggest a way forward. The issue of subsidy is also
discussed in that context.
The rest of the paper is organized as follows: Section II contains literature review on
petroleum products pricing and subsidy. Petroleum products pricing and subsidy
management in Nigeria is found in section III. Section IV contains suggested way
forward in products pricing in Nigeria as well as concluding thoughts.

II.
II.I

Literature Review
I.iterature Review on Petroleum Products Pricing and Subsuly

Retail prices for energy commodities, (electricity, gas, petroleum products) and water
tend to be generally determined by both market and regulatory forces. Government
policy on energy pricing is usually designed to satisfy several objectives, including
equity/income distribution, demand management, security of energy supply, protection
of particular sectors or groups and increased government revenues (Russel J. deLucia

95

Ukpong

and Michael C. Lesser (1994) ). As a result of these multiple objectives, pricing policies
for energy and utilities involve diverse components.
Uduebo, M. A. (1994) in an article, "Determining the Price of Petroleum Products in
Nigeria and the Issue of Subsidy" (Central Bank of Nigeria, Economic and Financial
Review, March 1994), showed that two types of cost structures could be used to
determine appropriate pricing of petroleum products. These were the cost of
production, plus NNPC operational costs and opportunity cost. The first cost includes
the cost of crude oil production or "well-head cost", NNPC operational costs, NNPC
profit margin and marketers' margin. The second cost structure involved consideration
of the opportunity cost. It was his view that the cost structure of producing the products
should reflect their prices. The author finally canvassed the view that products' prices
should be market determined. Many Nigerians maintain that the limitation of this
position is that the level of income of Nigerians is not the same level in developed
countries where that type of pricing is practised. Secondly, they argued that since
petroleum is a resource given to them by God, there should be a price differential
between producing and importing nations.
lwayemi (1993) noted that petroleum products prices in the domestic market have
been under government control since 1973 when the government took it over from the
multinational oil companies in the industry. He suggested that although prices of
petroleum products should theoretically be derived from international crude oil prices,
other socio-political issues should be taken into consideration in products price
determination. Iloeje (1993) identified these considerations to include the country's
development programmes, the revenues expected from internal sales of the fuel
resources, operating costs and profit margins for the producers and marketers, income
and price levels in the economy and fuel prices which the consuming public can sustain,
among others. Against this background, Government has tended to determine the pump
prices of petroleum products, the price of crude sold to the refineries as well as the
margins for the distributors and marketers.
Ojo and Adebusuyi (1996) noted also that since 1973, the uniform prices of petroleum
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(same product price irrespective of location) fixed by the government have been adjusted
(subsidy reduced) to narrow the gap between domestic petroleum price and the
international price of crude oil.
An empirical analysis of the demand for petroleum products in Nigeria conducted by
Onwioduokit and Adenuga (2000) showed that, all things being equal, the urban poor
are hurt more than the rich when prices of products, such as kerosene, are raised.
In many developing countries, the reform of petroleum products' pricing has become
a critical component of macroeconomic policies. State interventions, such as special
treatments given to state-owned oil companies, price controls and restrictions on trade
are being removed and monopolies are being broken up. Increasingly, the private sector
is participating in more competitive petroleum markets (Mayorga-Alba, 1995).
In general, deregulating the downstream sub-sector has often required adequate
availability of industry facilities and market based pricing policy. In order to attract
new entrants into a market, product prices (before taxes) need to be allowed to emerge
through market forces in line with economic border prices and the taxation regime
must not discriminate between local and foreign suppliers.
Economic theory suggests that to maximize economic efficiency and therefore, national
welfare and income, the price of a good should be equal to its marginal cost (this is the
first-best pricing policy). Marginal cost at the wholesale point is based either on the
border price for imported fuels or on the marginal production and delivery cost plus a
depletion premium for domestic fuels. The border price is defined as its international
price plus costs of transportation, insurance and freight. The depletion premium reflects
the value of the non-renewable resource in the ground. The retail marginal cost may
include additional factors such as the costs of externalities (for example, environmental
damage and traffic congestion) and the recovery of transportation costs.
Retail margins are affected by a range of factors including volume of petrol sold, level
of service provided, location, significance of non-fuel sales and competition from
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other retailers. Although the Nigerian Government argues that petroleum products prices
contain large subsidies, it tends to follow distinct pricing methods for different
petroleum products to reflect their scarcity, availability but perhaps, not opportunity
costs. Free market proponents believe that with cheap fuel, nobody will pay sufficient
care to conservation and efficient usage of energy.

11.2

The Concept Of Subsidy

In general terms, subsidy refers to direct or indirect payment, economic concessions
or privilege granted, usually by the government, to private firms, households or other
governmental units in order to promote public objectives. These objectives may include
amelioration of inequalities in the distribution of income, through implementation of
some programmes to improve general welfare and to mitigate some unintended effects
of market forces. One overall effect of subsidies is to encourage the growth of
subsidized industries or sectors relative to others that do not receive subsidies (in the
case of business enterprises) and thus alter the uses to which an economy puts its
resources, (Uduebo, 1994).
Another consideration is that of equity and social justice when the citizen of a country
is taken as a group. Subsidy can arise in two forms. It can arise from the relief granted
by selling a product at below its cost price. It may also emerge by relating price to the
opportunity cost of the product. In other words, it is the margin between the prices at
which a product can sell in the open or global market, compared with actual sales price
after adjusting for transportation and handling charges - full cost recovery not typically
an issue, not to mention having some margin of profit.
Subsidies have costs. Russel J. deLucia and Michael C. Lesser, believe that subsidy
and cross-subsidy on fuel prices lower the retail prices below efficiency levels. It is
designed to protect particular groups or to promote particular sectors (for example,
subsidizing kerosene for low income users or fuel oil for industrial users). There are
other problems associated with using (fuel) price subsidies. First, subsidies have a
direct impact on a national budget - reduction in available budgetary resources which
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could have been invested in productive ventures. Second, subsidies and price differences
can have unintended effects such as providing a subsidy to the wealthy. Third, distorted
prices can induce misuse of fuels and lead to other problems such as traffic congestion
ensuing from excessive and unregulated use of personal vehicles, wastes at households
as well as business levels, products' diversion and smuggling and artificial shortages
and long queues. Mohammed Tabibian, (2001), argues that subsidies on petroleum
products can hamper investment efforts in supply, production and distribution of energy
by-products. It can also discourage motivation for improving the technology, machinery
and equipment, for further development of the sub-sector, while substitution or
alternative fuel sources such as electricity or natural gas could be sought.
ill.

Petroleum Products Pricing And Subsidy In Nigeria

111.1 Petroleum Products Pricing Methods
The petroleum products' pricing methods employed in Nigeria over time are highlighted
below.

(a)

The Import Parity Method

This involves pricing petroleum products within the context of the international markets

from where they are imported to Nigeria. The cost related elements were costs of
products free on board, insurance cost, freight, ocean loss, port charges, landing cost,
marketing margin, profit margin, and handling charges. This method applied prior to
1978 during which about 50 per cent of the products consumed were imported.

(b)

Direct Processing - Fee Pricing Method

The method takes account of the unit cost of processing or refining crude oil. It was
adopted in the early eighties, when most of the refineries were relatively new and
almost all of the products required were met from local refineries. The main elements
of costing here were, the cost of crude oil plus cost of transportation to the refineries,
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refining cost, the Petroleum Products Marketing Company (PPMC)/marketing
companies' costs which included storage, overhead and transportation costs, as well as
dealers' and marketers' margins. The costs were shared among the different products
by using the weighted average of the product prices.
(c)

Netback Pricing Method

This method was popular in the mid eighties following the collapse of crude oil prices
to as low as $9 per barrel. In a bid to realize more value from its crude, Saudi Arabia
pioneered the use of the Netback pricing methods and some countries, including Nigeria,
followed suit. Crude oil is considered very useful relative to the products derived from
it. The netback method emphasizes the prices of the products and the yield pattern of a
given crude. It considers the gross products' worth of the crude (the total value of the
different products that can be obtained from a given crude) and nets off the cost elements
such as freight, ocean loss, insurance and refiner's margin.
(d)

Product Subsidy Method

The devaluation of the Naira in 1986 under the Structural Adjustment Programme (SAP)
meant paying more Naira for units of dollar-denominated items such as petroleum
products. A considerable percentage of the cost of inputs into the refineries was dollar
denominated. Hence, the government had to subsidize their products to keep the pump
prices low.
(e)

Full Cost Recovery

This method advocates the recovery of all costs of production in order to break-even
and remain in business. In view of the fact that both crude oil and products are traded in
US dollars, while the products for domestic consumption are sold in Naira, huge losses
tended to be incurred any time the dollar prices changed but the Naira exchange rate
and the prices of the products remained unchanged. This is the method which the
Government wishes to come to stay and is currently being adopted under its policy of
deregulation of the downstream sub-sector of the petroleum industry.
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Ill.2 Trends in Petroleum Products Prices Since 1990
The price of the Premium Motor Spirit (PMS) was increased from N0.60 per litre in
1990 to Nll.0 in 1994 and to N54.5 per litre in September, 2004, respectively. Those
of AGO (Automotive Gas Oil) and Household Kerosene (HHK) increased from their
respective levels of N0.50 and N0.40 in 1990 to N9.0 and N6.0 in 1994 and N56.0
and N63.0 per litre in September 2004, respectively. From January to September 2004,
products' prices have been reviewed six times, with their ranges shown in Table 1. The
periods of price increases coincided with periods of less attention to maintenance of
domestic refineries, their increased deterioration and fall in their capacity utilization
rates (reduced domestic production of refined products and their increased importation).
The recent rising trend in domestic petroleum products prices, especially since
September 2004, has however, been largely propelled by increases in crude oil prices
in the world market. The Gulf crises, the problem of the Russian company, Yukos, the
effect of the hurricane in Mexico and United States as well as increasing demand for
crude oil in China have contributed to the high prices of crude oil.
The pricing of domestic petroleum products between June and October 2003, was
handled by the Petroleum Products Pricing Regulatory Agency (PPPRA) inaugurated
by the Government then. The agency recommended the price structure for the
government's approval after discussions with the stakeholders. In October, 2003, the
downstream sector of the petroleum industry was deregulated. Prices became fixed by
the product marketers in line with the forces of demand and supply. The implementation
of this policy is intended to remove all subsidies on petroleum products eventually.
The increases in product prices that have followed have been resisted by the labour
unions and have led to two industrial actions which forced the government to continue
to import products through the NNPC, at high costs and to sell at subsidized prices.
Recent complete removal of subsidies has raised products prices to N54.5 , N56.0 and
N63.0 for petrol, diesel and kerosene, respectively. The cost of subsidy was estimated
at N500 million per day in August, 2004, by the NNPC.
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In Nigeria, the issue of subsidy started with government selling crude oil to the local
refineries below its international price. This practice started in early 70's until it was
stopped in 2003. Moreover, the prices of the output of these refineries were not cost
reflective. Attempts for the price to reflect energy and assets replacement costs failed
because of either government policy or government yielding to pressure from citizens.
The price of petroleum products is always "cost - plus". If the cost is that of crude oil,
then refining, distribution, interest costs and profits are added to determine the pump
price. If the cost is that of imported products, then port handling, distribution and
profit are added. Any price lower than that cost will entail subsidy or the operator runs
at a loss. In Nigeria, this configuration is affected by the fluctuations in exchange rate,
international price of oil, labour agitations and the goals of government policy.
As at August 2004, the Petroleum Products Prices Regulatory Agency calculated the
landing cost of a litre of petrol at N47 .57 to which N7 .50 is added (this is made up of
dealers' , marketers' , transporters' margins and Equalisation Fund charges of Nl.00,
N3.72, Nl.78 and Nl.00, respectively). This should give a price of N55.07 per litre.
But the ruling price per litre then was N42.50 for petrol, thus leading to a supposed
subsidy of Nl 2.57 per litre, (see table 2).

Iv.

The Way Forward: Recommendation and Conclusion

The paper sought to re-examine ·the practice of pricing petroleum products in Nigeria
in the light of the government decision that crude oil dedicated to domestic consumption
should be sold at the prevailing international prices and exchange rates. The paper also
examined the theoretical concepts of pricing and subsidy as well as the practice of
pricing and subsidising petroleum products in Nigeria. The review of the approaches to
petroleum pricing and provision of subsidy has led to some conclusions:
a)

From the late 1970s to mid 1990s, domestic consumption of petroleum products
was largely met by supply from domestic refineries, thus making the need to
subsidise consumption less pressing;
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b)

The decline in output of products (capacity utilization rate) by the refineries
(whose ma~ntenance was increasingly neglected over time) resulted in increased
imports of more expensive products for domestic consumption, engendering
the need for subsidy;

c)

The subsidy in products pricing in Nigeria is related to products being sold
either at prices lower than the cost of production or lower than imported prices;

d)

The amount of subsidey cited by the NNPC has not been formally provided for
~hrough a budgetary process, and therefore, is not sustainable;

e)

Avoidable elements of high costs factored into products' prices in Nigeria are
freight, insurance and high interest charges largely associated with products'
importation; and

f)

The introduction of consumption tax, which has been unpopular, is neither an
effective means of off-setting huge subsidy costs to government nor a reliable
source of revenue for addressing supply-side constraints in the domestic
petroleum industry.

Recommendations
The policy of the government should be to encourage domestic production of petroleum
products to reduce/eliminate their importation for internal consumption. This will
reduce foreign exchange usage, eliminating the freight, insurance, interest and
commission charges arising from import dependency. Such a policy would help relate
the price. of product to its marginal costs, and possibly make subsidy which is largely
associated with imported products relatively a non-issue.
(i)

privatize existing public refineries and encourage private refineries for
enhanced domestic refining of petroleum products. This will help reduce
the supposed subsidy which is mainly higher on imported products;
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ii)

the development in (i) would facilitate relating marginal cost of
production within the country to price in a generally acceptable
(economic) manner;

iii)

if government wishes to subsidise some cost of petroleum products'
consumption, it needs to formally determine sustainable amounts of
subsidy say, from excess crude revenue and provide for the amounts in
annual budgets;

iv)

an alternative (or in conjunction with (iii)) is to devote a generally
agreeable fixed proportion of excess crude revenue to effective
development of essential infrastructure (roads, power supply, water) in
support of increased economic activities/investment for growth,
development and improvement in the living conditions of all Nigerians;
and

v)

Importation of refined petroleum products should be phased out as (i)
and (ii) take root.
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